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Top Indian Incomes, 1922-2000

Abbijit Banerjee and Thomas Piketty

This article presents data on the evolution of top incomes and wages for 1922-
2000 in India using individual tax return data. The data show that the shares of the
top 0.01 percent, 0.1 percent, and 1 percent in total income shrank substantially
from the 1950s to the early to mid-1980s but then rose again, so that today these
shares are only slightly below what they were in the 1920s and 1930s. This
U-shaped pattern is broadly consistent with the evolution of economic policy in
India: From the 1950s to the early to mid-1980s was a period of “socialist” policies
in India, whereas the subsequent period, starting with the rise of Rajiv Gandhi, saw
a gradual shift toward more probusiness policies. Although the initial share of the
top income group was small, the fact that the rich were getting richer had a
nontrivial impact on the overall income distribution. Although the impact is not
large enough to fully explain the gap observed during the 1990s between average
consumption growth shown in National Sample Survey-based data and the
national accounts-based data, it is sufficiently large to explain a nonnegligible
part of it (20-40 percent)

This article presents data series on top incomes and wages in India during 1922—
2000 based on individual tax return data. It uses tabulations of tax returns
published annually by the Indian tax administration to compute the shares of
the top 1 percent of the distribution of total income and the top 0.5 percent, 0.1
percent, and 0.01 percent. It does the same for the wage distribution. The
analysis does not go below the top 1 percent because incomes below this level
are largely exempt from taxation in India.

The series begin in 1922, when the income tax was created in India and thus
enables examination of the impact of the Great Depression and World War IT on
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inequality. Of particular interest is the period starting in the 1950s, at the
beginning of India’s experiment with socialism. This experiment was officially
suspended in 1991 with the beginning of the liberalization process, which
continued through the 1990s. One explicit goal of the socialist program was
to limit the economic power of the elite in the context of a mixed economy. The
tax data offer an opportunity to look at the extent to which this program, with
its well-known deficiencies, succeeded in its distributional objectives. This is an
important part of the assessment of this period, and it offers a window into the
broader question of the role of policy in affecting the distribution of income and
wealth in a developing economy. With much of the economic activity in these
countries outside the formal sector, it is not obvious that there is a lot that
policy, especially tax policy, can affect.

Yet the results are consistent with an important role for policy in shaping the
distribution of income. In particular, there is evidence of a substantial decline in
the share of the elite during the years of socialist planning and a comparable
recovery in the postliberalization era. However, the rebound seems to start
significantly before the official move toward liberalization.

Given that these results are likely to be controversial, it is worth emphasiz-
ing that there are several obvious problems with using tax data, not the least
because of tax evasion. These are discussed at some length. Although the
results appear to be robust, they are not intended to be definitive but rather
to provide a point of departure on an important question about which very
little is known, primarily because of data limitations. There are good reasons
to suspect that the usual sources of information on income distribution in
India—such as consumer expenditure surveys—are not particularly effective at
picking up the very rich. This is in part because the rich are such a small share
of the population and in part because they are much more likely to refuse to
cooperate with the time-consuming process of responding to a consumer
expenditure survey.'

Although there is no hard evidence that the rich are indeed being under-
counted in India (the Indian consumer expenditure surveys do not, for
example, report refusal rates by potential income category), one reason to
suspect that this is the case comes from what has been called the Indian
growth paradox of the 1990s. According to the standard household expen-
diture survey conducted by the National Sample Survey (Nss), real per capita
growth in India during the 1990s was fairly limited. This conclusion stands
in sharp contrast with the substantial growth measured by national accounts
statistics (NAs) over the same period. This puzzle has attracted considerable

1. See, for example, Szekely and Hilgert (1999), who look at a large number of Latin American
household surveys and find that the 10 highest incomes reported in surveys are often not much larger
than the salary of an average manager in the given country at the time of survey. For a systematic
comparison of survey and national accounts aggregates in developing countries, see Ravallion

(2001).
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attention in recent years,” and it has been widely suggested that it might
simply be that a large part of the growth went to the very rich. However
there has been no attempt to directly quantify this possibility.? The tax data
permit taking a useful step in this direction by putting bounds on the extent
to which the growth gap can be explained simply as undercounting of the
very rich. The analysis here concludes that it can explain between 20 percent
and 40 percent of the puzzle. Although this is not negligible, it leaves the
bulk of the puzzle unaccounted for, largely because the share of the rich in
total income is still relatively small. This suggests that there probably is
some deeper problem with the way either the Nss or the National Statistical
Office (which generates the Nas) collects its data.?

The next two sections briefly outline the data and methodology (section I)
and present the long-run results (section II). Section III discusses the potential
problems with this evidence, and section IV uses the evidence to shed some light
on the Indian growth paradox of the 1990s. Section V concludes.

I. DATA AND METHODOLOGY

The tabulations of tax returns published each year by the Indian tax adminis-
tration in the All-India Income-Tax Statistics series constitute the primary data
source used in this study. The first year for which income data are available is
1922/23 and the last year is 1999/2000.°

2. See, for example, Datt (1999), Ravallion (2000), World Bank (2000), and Sundaram and
Tendulkar (2001). Recently released data from the 1999-2000 Nss round has revealed that growth was
larger than expected during the 1990s and that poverty rates did decline over this period, contrary to
what most observers believed on the basis of pre-1999-2000 Nss rounds (Deaton and Dreze 2002; Deaton
2003a, b). However, the overall growth gap between Nss data and Nas data still appears substantial, even
after this correction (see table 2). The existence of this growth discrepancy was already a subject of
inquiry in India during the 1980s (see, for example, Minhas 1988 and Minhas and Kansal 1990), but the
gap observed during the 1990s appears to be substantially larger than the gap during previous decades.
For a broader, international perspective on the survey and national accounts debate, see Deaton (2003c).

3. Sundaram and Tendulkar (2001) find that the Nss—NAs gap is particularly important for commod-
ities that are more heavily consumed by higher income groups, thereby providing indirect evidence for the
explanation based on rising inequality.

4. See Bhalla (2002) for a negative view of the Nss approach. For more balanced discussions of the
relative merits of survey and national accounts aggregates in developing economies, see Ravallion (2001)
and Deaton (2003c).

5. References to the relevant All-India Income-Tax Statistics (AITTs) publications are given in the working
paper version of this study (Banerjee and Piketty 2004, table A0). Financial years run from April 1 to March 31
in India, so that 1922/23 refers to the period running from April 1, 1922, to March 31, 1923, for example. AITTS
publications refer to assessment years (the year in which the income is assessed), whereas this study refer to
income years, or the year in which the income was earned. Thus, for example, ArrTs 1923/24 contains the data
on income year 1922/23. arrts 2000/01 data (income year 1999/2000) were not yet available when the study
was updated, so the income year 1999/2000 data for top incomes were obtained by inflating the 1998/99 data
by the nominal 1999/2000/1998/99 per tax unit national income growth rate. This approximation probably
leads to an underestimate of top income growth, but as there was no large Nss round for 1998/99, it was easier to
make comparison with 1999/2000 as the end point.
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Due to the relatively high exemption levels, the number of taxpayers in India
has always been rather small. The proportion of taxable tax units was around
0.5-1 percent from the 1920s to the 1980s and then rose sharply during the
1990s to 3.5-4 percent by the end of the decade, following the large increase in
top nominal incomes (figure 1 ).® Therefore, the long-run series cannot go below
the top 1 percent.

The published tax tabulations report the number of taxpayers and the total
income reported by these taxpayers for a large number of income brackets.
Standard pareto extrapolation techniques were used to compute for each year
the average incomes of the top percentile (P99-100), the top 0.5 percent (P99.5-
100), the top 0.1 percent (P99.9-100), and the top 0.01 percent (P99.99-100) of
the tax unit distribution of total income, as well as the income thresholds P99,
P99.5, P99.9, and P99.99 and the average incomes of the intermediate fractiles
P99-99.5, P99.5-99.9, and P99.9-99.99.”

The results for 1999/2000 give a sense of orders of magnitude (table 1). There
were almost 400 million tax units in India in 1999/2000 (396.4 million). Based
on the national accounts statistics, the average income of those 400 million tax
units was around 25,000 rupees (Rs) a year ($3,000 in purchasing power parity,
ppp, terms).® To fall in the top percentile (P99), which included about 4 million
tax units, required an income of more than Rs 88,000 (around $10,000 in ppp
terms). The average income of the bottom half of the top percentile (fractile
P99-99.5, about 2 million tax units) was about Rs 99,000 (less than $12,000 in
rep terms). To fall in the top 0.01 percent (about 40,000 tax units) required an

6. Throughout the article, “tax units” should be thought of as individuals (all estimates were obtained
by summing up tax returns filed by individuals and those filed by “Hindu undivided families” (a group
that made up less than 5 percent of the total in the 1990s, down from about 20 percent in the interwar
period). The total, theoretical number of tax units was set to be equal to 40 percent of the total
population of India throughout the period (see Banerjee and Piketty 2004, table A1, col. 2). This
represents a rough estimate of the potential “positive-income population” of India. This is lower than
India’s adult population (the 15 years old and older population has made up about 60-65 percent of the
total population since the 1950s), but it is very close to India’s labor force (the labor force has consisted
of about 40-45 percent of total population since the 1950s).

7. The Pareto law is given by 1 — F(y) = (k/y)® where 1 — F(y) is the fraction of the population with
income above y, and k>0 and a>1 are the structural pareto parameters. For a recent use of pareto
extrapolation techniques with similar tax return data, see Piketty (2003) and Piketty and Saez (2003). See
also Atkinson (2004) and Dell (2004).

8. The average income series (see Banerjee and Piketty 2004, table A1, col. 7) was set to be equal to
70 percent of national income per tax unit (the 30 percent deduction is assumed to represent the fraction
of national income that goes to undistributed profits, nontaxable income, and so on. The national income
series was taken from Sivasubramonian (2000), from which the population series was also taken.
Banerjee and Piketty (2004, table AO) also report on other income aggregates based on gross domestic
product and national accounts household consumption (both taken from the World Bank’s World
Development Indicators database, from which the Consumer Price Index series and the prp exchange
rate used in table 1 were also taken) and on Nss household consumption (computed from Datt 1997, 1999
for the 1956-1998 series and Deaton and Dreze 2002, note 24, for the corrected 1999/2000/1993/2004
growth rate).
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FiGure 1. Proportion of Taxable Tax Units in India, 1922-2000 (percent)
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Source: Authors’ computations using tax return data; see Banerjee and Piketty (2004, table A1).

income of more than Rs 1.4 million ($160,000 in ppp terms), and the average

income above that threshold was more than Rs 4 million ($470,000 in ppp

terms).”

As is the case in other countries, the top of the income distribution in India
appears to be very precisely approximated by the pareto structural form.'®
However, the estimates for the recent period are subject to sampling error:
The official tax tabulations were based on the entire population until the early
1990s (as is the case in most Organisation for Economic Co-operation and
Development countries),!! but they now seem to be based on uniform samples
of all tax returns. Although there is uncertainty about the new sampling

9. To put these numbers in global perspective, consider that India’s 1999/2000 P99.99 threshold
(about $160,000 in ppp terms) is located midway between U.S. 1998 thresholds for P95 ($107,000) and
P99 ($230,000); see Piketty and Saez (2003, table 1). India’s 1999/2000 P99.9 threshold (about 34,000
in ppp terms) is well below the U.S. 1998 P90 threshold ($82,000).

10. In the same way as for other countries (see previous references), the extrapolation results were
checked an were found to be virtually unaffected by the choice of extrapolation thresholds used to
estimate the structural parameters. Pareto coefficients are locally very stable in India, as they are in other
countries. Before the 1990s, less than 1 percent of individuals were subject to tax, and the lowest
threshold available was used to estimate the top percentile threshold, P99 (given that pareto coefficients
are in practice very stable, the resulting estimates appear to be as precise as estimates for thresholds P99.5
and higher).

11. Or they were based on stratified samples with sampling rates close to 100 percent for top
incomes.
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procedure, the sampling rate seems to be sufficiently large to guarantee that the
estimated trends for top income shares are statistically significant.'?

Official tax publications also include tabulations of the amounts of income in
each category (wages, business income, dividends, interest, and so on) for each
income bracket. In particular, there are separate tables for wage earners, by far
the largest subgroup. This enabled separating estimates for top wage fractiles,
which could then be compared with the estimates for top fractiles of total
income (see later discussion).'?

II. THE LoNG-RuN DyNaMics oF Tor INCOME SHARES, 1922-2000

The results show that income inequality (as measured by the income shares of
those in the top income groups) follows a U-shaped pattern over 1922-2000
(figure 2 ). The top 0.01 percent income share fluctuates around 2-2.5 percent
of total income from the 1920s to the 1950s. It then gradually falls from about
1.5-2 percent of total income in the 1950s to less than 0.5 percent in the early
1980s. It rises again during the 1980s and 1990s and reaches 1.5-2 percent
again during the late 1990s. This means that the average income of the top 0.01
percent of the income distribution was about 150-200 times larger than the
average income of the entire population during the 1950s. The difference fell to
less than 50 times larger than the average income in the early 1980s, but then
rose again to 150-200 times larger during the late 1990s.

The exact turning point is also of some interest. The decline in the share of
the top 0.01 percent is relatively rapid until 1974/75 (see figure 3 ). Then it
slows considerably, but there is still a clear downward trend until 1980/81.
Then the trend reverses, moving upward throughout the 1980s, reaching a peak
in 1988/89. During the 1980s the share of the top 0.01 percent more than
doubles—from less than 0.4 percent to more than 0.8 percent. But it then
reverses again, and by 1991/92 the share is back below 0.6 percent. Then it
takes off, and after 1995/96 it remains in the 1.5-2 percent range.

12. According to the tax administration statistics division, the sampling rate is about 1 percent and
approximately uniform (the official tax publications do not include any precise information about
sampling design and rate). Given India’s large population, this implies that the estimate for the top
1 percent income share (8.95 percent of total income in 1999/2000; see Banerjee and Piketty 2004, table
A4) has a standard error of about 0.04 percent and that the estimate for the top 0.01 percent income
share (1.57 percent of total income in 1999/2000; see Banerjee and Piketty 2004, table A4) has a standard
error of about 0.08 percent. There is some evidence, however, that the sampling design is changing and
that published tabulations were becoming more volatile by the end of the period. In particular, the
tabulations for income year 1997/98 (assessed year 1998/99) contain far too many individual taxpayers
above 1 million rupees, suggesting that something went wrong in the sampling design that year. The
1997/98 estimates were corrected downward on the basis of 1996/97 and 1998/99 tabulations.

13. Published wage tabulations for income year 1996/97 and 1997/98 appear to suffer from sampling
design failures (top wages are clearly truncated in 1996/97, and they are too numerous in 1997/98). The
estimates for those two years were corrected on the basis of 1995/96 and 1998/99 data.
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FiGure 2. The Top 0.01 Percent Income Share in India, 1922-2000 (percent)
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Source: Authors’ computations using tax return data; see Banerjee and Piketty (2004, table A4).

FiGure 3. The Top 0.1 Percent Income Share in India, 1922-2000 (percent)
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A similar (though less pronounced) U-shaped pattern is also observed for the
top 1 percent income share, which went from about 12-13 percent during the
1950s to 4-5 percent in the early 1980s and to 9-10 percent in the late 1990s
(figure 4 ). Once again the turning point seems to be around 1980/81, and
during the 1980s the share of the top 1 percent also doubles. Then, as with the
share of the top 0.01 percent, there is a period of retrenchment that lasts till
1991/92, followed by a renewed upward movement.

A comparison of these trends reveals another intriguing fact: Although in the
1980s the share of the top 1 percent increases almost as quickly as the share of
the top 0.01 percent (see figures 2 and 4), in the 1990s there is a clear divergence
between what is happening in the top 0.01 percent and in the rest of the top 1
percent. To confirm that this is the case, the top percentile is broken into four
fractiles: P99-99.5, P99.5-99.9, P99.9-99.99, and P99.99-100. During the
1987-2000 period, only those in the top 0.1 percent enjoyed income growth
rates faster than the growth rate of Gpp per capita (table 2). This contrasts with
what is observed when the period includes the 1980s, which shows evidence of
above average growth for the entire top percentile (table 3).

Although 1980/81 is clearly the year when the data series turn around, it is not
possible to date the true turnaround with as much precision, because the income
share of the rich is also affected by short-run, cyclical factors. It may be that the
data series puts the turnaround in 1980/81 only because no allowance was made
for the deep recession of 1979/80 and 1980/81, which hurt the rich. Thus what

FiGURE 4. The Top 1 Percent Income Share in India, 1922-2000 (percent)
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TasLE 2. Top Income Growth during the 1990s: 1999/2000 versus 1987/88
(percent)

Item Nominal Growth Real Growth
Household consumption per capita (Nss) +242 +19
GDP per capita (NAS) +337 +52
Household consumption per capita (NAS) +304 +40
National income per tax unit (NAS) +346 +55
Top income fractiles (tax returns)

P99-100 +392 +71
P99.5-100 +412 +78
P99.9-100 +548 +125
P99.99-100 +1,009 +285
P99-99.5 +331 +50
P99.5-99.9 +317 +45
P99.9-99.99 +393 +71
P99.99-100 +1,009 +285
Consumer price index +188

Share of growth gap accounted for by

P99-100 20.1
P99.5-100 17.2
P99.9-100 12.7
P99.99-100 8.0

Source: Authors’ computations using tax return, NAS, and Nss data; see Banerjee and Piketty
(2004, tables A1-A3).

TasLE 3. Top Income Growth in India during the 1980s-1990s: 1999/2000
versus 1981/82 (percent)

Item Nominal Growth Real Growth
Household consumption per capita (Nss) +487 +25
GDP per capita (NAS) +700 +70
Household consumption per capita (NAs) +599 +49
National income per tax unit (NAS) +688 +68
Top income fractiles (tax return)

P99-100 +1,508 +242
P99.5-100 +1,747 +293
P99.9-100 +2,270 +404
P99.99-100 +3,980 +767
P99-99.5 +992 +132
P99.5-99.9 +1,392 217
P99.9-99.99 +1,698 +282
P99.99-100 +3,980 +767
crt +370

Share of growth gap accounted for by

P99-100 39.7
P99.5-100 33.5
P99.9-100 19.1
P99.99-100 9.3

Source: Authors’ computations using tax return, NAs, and Nss data; see Banerjee and Piketty
(2004, tables A1-A3).
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appears as a sharp upward trend starting in 1981 may be just a reversion in 1981/
82 and 1982/83 to the preexisting trend. Therefore, rather than ascribing the
turnaround to a single year, it is ascribed to the early to mid-1980s.

The fact that the turnaround is so early makes it hard to attribute it to the formal
process of liberalization. Indeed, given the nature of the data, it cannot be entirely
ruled out that the driving factor was either a shift in the global economic environ-
ment or a part of the natural evolution of a mixed economy. However, the timing
of the turnaround is also consistent with the view that there was a structural shift in
the Indian economy in the early to mid 1980s. Delong (2001) and Rodrik and
Subramanian (2004), based on macro time-series data, date the acceleration in the
growth rate of the Indian economy to the early to mid-1980s, rather than the early
1990s. They suggest that this may have to do with a shift of power within the
ruling Congress Party toward a more technocratic, probusiness group associated
with Rajiv Gandhi, who entered politics in 1981 following his brother’s death and
became prime minister in 1984. Available macro series also show that the wage
share in the private corporate sector has been declining in India since the early to
mid-1980s (in contrast to the 1970s, when the profit share was declining; see
Nagaraj 2000, figure 7, and Tendulkar 2003, table 14), which is again consistent
with the time for the turnaround proposed here.

Also, although the turnaround was earlier, the data suggest a definite accel-
eration in the growth of the share of the top 0.01 percent after 1991. Moreover,
this contrasts with what is observed for the top 1 percent, suggesting that what
happened after 1991 was qualitatively different from what happened before,
and even more biased in favor of the ultra-rich.

Finally, there is tentative evidence suggesting that what happened in India over
the entire period was not simply a reflection of forces that were affecting countries
all over the world. A comparison of India with France and the United States during
the 1950s and 1960s shows that India was less egalitarian than the other two
countries (figures 5 —7). The top 0.01 percent earned a substantially higher share of
total income in India. Subsequently, however, top income shares declined con-
tinuously in India during the 1960s and the 1970s and fell below the levels in
France and the United States during the early 1980s. That the decline in India
occurred mostly during the 1950s to 1970s (rather than during the interwar and
World War II period) seems consistent with the interpretation posited by Piketty
(2003) and Piketty and Saez (2003) to explain the French and U.S. trajectories: The
shocks induced by the Great Depression of the 1930s and World War II were less
severe in India,'* whereas tax progressivity was extremely high in India during the

14. Note that unlike in France, the United States, or the United Kingdom., top income shares in India
were actually rising during the Great Depression of the 1930s. Top Indian nominal incomes did decline
during the 1930s, but less rapidly than the national income and wage series computed by Sivasubramonian
(2000). This probably reflects the fact that India had a very different position than France, the United States,
or the United Kingdom in the world division of labor during the 1930s (Indian entrepreneurs might have
benefited from the drop in world manufacturing output and raw material prices).
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FiGUure 5. The Top 0.01 Percent Income Share in India, France, and the United

States, 1913-2000 (percent)
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FiGURE 6. The Top 0.1 Percent Income Share in India, France, the United
States, and the United Kingdom, 1913-2000 (percent)
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FiGure 7. The Top 1 Percent Income Share in India, France, and the United
States, 1913-2000 (percent)
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Source: Authors’ computations using tax return data; see Banerjee and Piketty (2004, table A4)
for India; Piketty (2003) for France; Piketty and Saez (2003) for the United States.

1950s through the 1970s, perhaps inducing a large impact on capital concentra-
tion and pretax income inequality (larger than in France or the United States).
Available data do seem to indicate that the fall in top shares observed during this
period was due primarily to a fall in top capital incomes."’

Top income shares then rise again in India, following a pattern similar to that
in the United States but not in France, where the top shares remain fairly flat
during the 1980s and 1990s (the pattern in most other European countries is
similar).'® The share of the very rich in Indian incomes is currently much higher
than in Europe. As will be shown next, the rise in top Indian incomes during the
recent period was not due to the revival in top capital incomes (the rise in top
wages did play a key role, as in the United States). Although the data do not
permit the identification of the precise causal channels at work or isolate
isolation of the impact of globalization, the fact that the rise in income inequal-
ity is so concentrated within top incomes seems more consistent with a theory

15. The official tax publications do not provide a complete set of tabulations broken down by income
sources, so the point could not be studied in greater detail.

16. A data series on top income shares recently constructed for Germany by Dell (2004) confirms that
France is fairly representative of Continental Europe. The United Kingdom. appears to be intermediate
between Continental Europe and the United States: There is a rise in top shares after the early 1980s, but
much less pronounced than in the United States (see Atkinson 2004).
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based on rents and market frictions (see, for example, Banerjee and Newman
2003) than with a theory based solely on skills and technological complemen-
tarity (in which the rise in inequality in developing countries reflects a low-
skilled labor force unable to benefit from globalization; see, for example,
Kremer and Maskin 2003).

III. MEASUREMENT ISSUES

The presumption so far has been that what has been measured is the actual income
share of the rich. There are a number of reasons why this may not be true. First,
despite extensive efforts, it was not possible to determine exactly what changes
were made during the 1990s in the procedure for generating the samples used to
create the tax tables. From informal conversations with Indian tax officials, it
seems that at least in recent years the procedure is more an informal attempt to
sample randomly than a precise random sample. To the extent that this increases
the risk of the data being clustered, the implication is that the within-sample
variance might overstate the precision of the data. This remains a possibility, but
for the most part the trends seem quite stable. Although the results for single years
or sets of years may reflect sampling variation, the fact that in every year between
1973/74 and 1992/93 the share of the top 0.01 percent is less than 0.85 percent
(and in every year but two it is less than 0.7 percent) and that in 1995/96 and every
year after that it is greater than 1.5 percent makes the results appear much more
robust. The two intervening years, 1993/94 and 1994/95 show, as might be hoped,
shares between 0.7 percent and 1.5 percent for the top 0.01 percent.

A more serious problem is that the surge in top incomes may reflect improve-
ments in the income tax department’s ability to measure (and hence tax) the
incomes of the wealthy. The tax cuts in the early 1990s might have reduced the
incentives among the wealthy for evading taxes. Note, however, that the overall
decline in the top marginal rate, though nonmonotonic, was quite moderate:
The top marginal tax rate dropped from 50 percent in 1987/88 to 40 percent in
1999/2000 (figure 8 ). By comparison, the change in the share of the top 0.01
percent was huge: It went up from 0.7 percent in 1987/88 to more than 1.5
percent in 1999/2000. If this entire change is to be explained by a shift in tax
rates, the implied elasticity would have to be enormous.

Experience elsewhere also suggests that the rise of top incomes can be
explained by nontax structural factors (changing social norms, booming econ-
omy, international trade, and globalization) rather than by tax changes and
increased incentives to report top incomes. The consensus in the United States
seems to be that while short-run elasticities can be substantial,!” the medium-
and long-run elasticity of top taxable incomes with respect to top tax rates is

17. Reflecting mostly income relabeling or changes in timing of the exercise for bonuses or stock
options.
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FiGure 8. The Top 0.01 Percent Income Share and the Top Marginal Income
Tax Rate in India, 1981-2000 (percent)
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TaBLE 4. Top Wage Growth in India during the 1990s: 1999/2000 versus
1987/88 (percent)

Item Nominal growth Real growth
Household consumption per capita (Nss) +242 +19
GDP per capita (NAS) +337 +52
Household consumption per capita (NAs) +304 +40
National income per tax unit (NAS) +346 +55
Top wage fractiles (tax returns)

tP99-100 +420 +81
P99.5-100 +492 +105
P99.9-100 +551 +126
P99.99-100 +955 +266
P99-99.5 +246 +20
P99.5-99.9 +470 +98
P99.9-99.99 +448 +94
P99.99-100 +955 +266
cpl 188

Source: Authors’ computations using tax return, Nas, and Nss data; see Banerjee and Piketty
(2004, tables A1, A5, and A6).
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probably modest. The rise in top income shares in the United States during
1970-2000 seems to reflect real economic change (rather than pure fiscal
manipulation): The top shares started rising well before Tax Reform Act of
1986, and the rise continued at an even faster pace during the 1990s, despite the
1993 rise in top tax rates (Goolsbee 2000; Piketty and Saez 2003). In China top
income shares rose substantially during 1986-2001 (twice as fast as in India),
despite the fact that top Chinese income tax rates have remained unchanged
since the early 1980s (Piketty and Qian 2004).

Of course, the effect of tax changes in India could have been reinforced by
spectacular improvement in the collection technology (as well as increased
incentives on the taxpayer side). There were a number of innovations in tax
collection in the 1990s, such as the 1998 introduction of the “one in six rule”
that required everyone who satisfied at least one of six criteria (such as owning a
car and travel abroad) to file a tax return.

To further investigate this issue, the exercise was rerun for wages only. Wages
are much less subject to tax evasion than are nonwage income, because taxes are
typically deducted at the source and employers have a strong incentive to report
what they pay because wage payments are deductible from employers’ taxes.
Therefore, if better collection made the difference, wage incomes would be
expected to have grown much more slowly than other income. The results
show that top wages (table 4) increased essentially in step with top incomes
(see table 2) during the 1990s, rising 81 percent between 1987/88 and 1999/
2000 for the top percentile of the wage distribution compared with 71 percent
for the top percentile of the income distribution. This is consistent with the fact
that wages as a share of the total income of the top percentile increased some-
what during this period (from 28 percent to 31 percent).

The interpretation that there was a “real” increase in top incomes (especially
top wages) in India during the 1990s is also consistent with the evolution of the
public sector salary scale. Following a succession of Pay Commissions, including
the well-known Fifth Pay Commission, whose recommendations were imple-
mented in 1997, the salaries of central government employees were raised
sharply in India during the 1990s (see, for example, Kochar 2003). According
to computations for this study (based on published public sector salary scales),
the Fifth Pay Commission alone can account for a substantial part of the rise in
the number of top income taxpayers in India between 1994 and 1997. Central
government employees made up about 7 percent of all income tax taxpayers in
India in 1994 (fewer than 500,000 central government taxpayers, of total of
about 7 million taxpayers), and following the pay rise they made up almost 30
percent of all taxpayers by 1997 (about 3.2 million central government tax-
payers, of a total of 11 million). According to these computations, of the 4
million extra taxpayers recorded between 1994 and 1997, around 2.7 million
(almost 70 percent) were central government employees. The very top wage of
the central government salary scale was 98,000 Rs (9,000 Rs a month) in 1994
(which was just a little bit above the P99.5 threshold), and it was raised to
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360,000 Rs (30,000 Rs a month) in 1997 (which was well above the P99.9
threshold)."® However, it does not seem to be the case that public sector wage
increases were the primary driver behind the increase in inequality in the 1990s.
Most of the rise in top Indian income shares actually took place before 1997,
and it is likely that the revised scale put forward by the Fifth Commission was
itself a response to the large rise in top private sector wages that had taken place
in previous years."”

IV. THE GROWTH PARADOX OF THE 1990s

Can the fact that the rich were getting richer help solve what has been called the
Indian growth paradox of the 1990s? Table 2 illustrates this paradox: For the
period 1987-2000, it compares the growth rate of average consumption as
reported in the Nss, with the growth rate of average income and consumption
from the Nas, as well as the top incomes from the tax returns. The years 1987/88
and 1999/2000 were chosen because there were large rounds of the Nss surveys
in those years, enabling more precise estimates of the Nss—Nas gap.”’ To elim-
inate the effect of using different deflators, nominal growth performance was
compared first and then real growth performance was computed using the same
deflator for all the series (the Consumer Price Index, cpi).

18. All these computations on public sector wages were made using the 1994 and 1997 (post-Fifth
Commission) central government salary scales published in the “Report of the 5th Central Pay Commis-
sion” (“Distribution of Filled Posts in Central Government and Union Territories in Different Scales of
Pay, as on 31.3.1994,” Government of India Press, New Delhi, 1997) and in the Gazette of India (Special
Issue, The First Schedule—Part A, “Revised scales for posts carrying present scales in Group A, B, C and
D,” Government of India Press, New Delhi, 1997). In 1994, the central government scale ranked from
scale 1 (9,000 Rs a month) to scale 62 (750 Rs a month), and all employees in scales 1 to 46
(approximately 500,000 employees) were subject to tax (that is, they had annual incomes greater than
28,000 Rs, which was the base exemption level in 1994, excluding all special deductions). In 1997 the
(revised) scale ranked from scale S-34 (30,000 Rs a month, previously scale 1) to scale S-1 (2,550 Rs a
month, previously scale 62), and all employees in (revised) scales S-34 to S-3 (approximately 3.2 million
people) were subject to tax (that is, they had annual incomes of more than 40,000 Rs, which was the base
exemption level in 1997, excluding all special deductions). Note that these numbers include only central
government employees strictly speaking and that they would need to be scaled up substantially to take
other government employees into account. In 1994 there were about 4 million central government
employees, and the total number of workers employed by state governments, quasi-government bodies,
and local bodies was about 3.5 times as large. In principle the Fifth Pay Commission revised scales also
applied to these noncentral government employees, but salary distribution for these employees could not
be found (such a document apparently exists only for the central government).

19. Such a view would be consistent with the fact the ceiling on private sector executive compensa-
tion was repealed as early as 1991.

20. Intermediate Nss surveys were conducted between the two large surveys of 1987/88 and 1993/94
and between the two large surveys of 1993/94 and 1999/2000, but these were based on smaller samples
and are considered less reliable. The 1999/2000 per capita consumption estimates come from Deaton and
Dreze (2002), who corrected the data for changes in the recall period (all surveys until 1993/94 were
conducted with a 30-day recall period, but the Nss has experimented with a 7-day recall period since
then).



18 THE WORLD BANK ECONOMIC REVIEW, VOL. T9, NO. T

According to the Nss data, real growth was fairly limited in India during the
1990s: Per capita consumption increased by only 19 percent in real terms
between 1987/88 and 1999/2000. According to Nas data, however, real growth
was more than twice as large: Both per capita Gpr and national income
increased by more than 50 percent in real terms, and per capita household
consumption increased by 40 percent. This Nss—=Nas gap is referred to as the
Indian growth paradox and has been the subject of much discussion in recent
years.”!

Table 2 raises the possibility that the very large growth of top incomes during
the 1990s might help solve this puzzle. The average income growth among the
top 1 percent of the tax units was 71 percent in real terms between 1987/88 and
1999/2000, which is substantially more than average growth according to the
national accounts. Moreover, the higher up in the top 1 percent, the higher the
growth (up to 285 percent for the top 0.01 percent).

What fraction of the Nss—-NAs gap can be explained by the huge growth
performance of very top incomes? Assume that the Nss is unable to record any
of the extra growth enjoyed by the top 1 percent (say, the people in the top 1
percent do not report their extra growth to the Nss or do not report anything at
all). By the calculations reported here, the top 1 percent share in total consump-
tion was around 8 percent in 1987/88.%% Since the average income of the top 1
percent increased by 71 percent in real terms between 1987/88 and 1999/2000
according to the tax returns, compared with 19 percent for average Nss con-
sumption, this implies that Nss growth was 3.55 percent less than it would have
been without the misreporting (0.0812 x [1.71/1.19 — 1] =3.55). This implies
that the growing incomes among the top 1 percent can explain at most 20.1
percent (3.55/[1.40/1.19 — 1]=20.1) of the Nss—Nas gap (see table 2).%® This is
significant, but it still leaves 80 percent of the puzzle unexplained. The problem
lies in the fact that almost all the extraordinary growth was among the top 0.1
percent, and the weight of this group is simply not large enough to have an
impact on aggregate statistics of the necessary magnitude. For the rise of
inequality to fully explain the Nss—NAs gap, there would have to have been
very high income growth at the bottom of the top 1 percent and not simply
among those in the top 0.1 percent.

Top income growth can explain a larger proportion of the Nss—Nas gap if the
analysis starts in the 1980s. For instance, under the same assumptions, the top 1
percent can explain almost 40 percent of the cumulative Nss—NAS gap over the

21. See previous references. Real growth during the 1990s would be somewhat higher if the Gpp
deflator were used instead of the cpi, but the Nss—NAs gap would obviously not change.

22. According to estimates for this study (computed with 70 percent of national income as the income
denominator), the top percentile income share was 8.12 percent in 1987/88 (see Banerjee and Piketty
2004, table A3).

23. This is in a sense a lower bound, because the 1987/88 top percentile share is being used as the
baseline for this computation, and the share was higher for later years.
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1981-2000 period (table 3). This is because the bottom of the top percentile
enjoyed rapid income growth in the 1980s (see figures 2—4). The booming
Indian elite of the 1980s and 1990s seems too thin to explain all of the growth
puzzle, but large enough to account for a nonnegligible part of it.

V. CONCLUSION

The results suggest that the gradual liberalization of the Indian economy did
make it possible for the rich (the top 1 percent) to substantially increase
their share of total income. However, although in the 1980s the gains were
shared by everyone in the top 1 percent, in the 1990s the big gains went
only to those in the top 0.1 percent. The 1990s were also the period when
the economy was opened. This suggests the possibility that the ultra-rich
were able to corner most of the income gains in the 1990s because they
alone were in a position to sell what world markets wanted.** It would be
interesting to see whether in the coming years, as more people position
themselves to benefit from world markets, the share of the rich and the
ultra-rich stops growing and even begins to shrink. To be able to determine
this and to shed light on related issues, more research (and better data) are
needed that focus the rich.
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